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What You Should Know About 


Construction Loans 


Read how these mortgage loan men 
handle them and the precautionary 
measures they take to avoid losses 


HE mortgage house not now mak- 

ing construction loans will find, if 

it begins to handle this type of 
financing, that the loaning details are 
multiplied many times. But, as is sug- 
gested here, if you want to get any 
appreciable volume these days it’s al- 
most necessary to handle construction 
loans. But when you do, watch out for 
the pitfalls waiting for the lender along 
the road. G. Calvert Bowie, vice presi- 
dent-secretary, H. L. Rust Company, 
Washington, D. C., and a member of 
the MBA Board of Governors, sum- 
marizes the case for construction loans 
based on his own experience in han- 
dling them. He says: 

“Construction loans are a most im- 
portant part of the business of any 
mortgage house. Practically every pri- 
vately owned mortgage house in Wash- 
ington, D. C., makes construction loans. 
Failure to do so would mean that they 
would have little to hope for in the 
way of volume, either in the conven- 
tional type of loans or FHA loans. To 
expect any volume, one has to start 
with the operative builder or the pri- 
vate individual building a home for his 
own occupancy at the inception of his 
project. 

“In the old days practically all con- 
struction loans in Washington were 
made on a three-year basis, usually 
without amortization, and were renewed 


for one, two, or sometimes three terms 
of three years each, until the purchaser 
of the house had liquidated the second 
trust he gave the operative builder as 





g pom article takes you right 
through the problem of mak- 
ing construction loans. Partici- 
pating in the discussion are 
G. Calvert Bowie who analyzes 
them generally, W. J. Bashaw 
who tells you what to do before 
you actually make this type of 
loan and Nathaniel Dyke, Jr. 
who lists some precautionary 
measures to take. These men 
spoke at the Clinic on Construc- 
tion Loans conducted by R. E. 
Lightner, vice president of The 
Monarch Investment Company 
of Wichita, 





deferred purchase money. As the result 
of depression experience, this practice is 
all changed and practically all bor- 
rowers now demand the long-term loan 
without any maturity date, and one that 
will eventually be extinguished as the 
result of a constant monthly payment. 

“The practice has arisen of making 
a construction loan for a short term, 
say, six or nine months, with a commit- 
ment from either an insurance company 


or one of the local institutions to take 
the loan over upon completion on a 
long-term monthly payment plan. This 
practice is one that we were driven to, 
and is not a particularly fortunate one 
for the mortgage house, because it im- 
poses upon it the necessity of carrying 
the transaction through its hazardous 
state to completion. Then, if all has 
gone well and a good result has been 
produced in the way of an attractive 
property, competitors go ‘gunning’ for 
it and by offering slightly more than the 
mortgage house was willing to lend as 
a construction loan, ‘bait’ the borrower 
away from him. 


“The only protection against this is 
to take the owner's application for the 
extension of the loan on the long-term 
basis, commencing from the time when 
the property is finished, at the time 
that you agree to make the construction 
loan. This is not always possible but 
our experience during the past year has 
been that we have retained from 65 per- 
cent to 80 percent of the construction 
loans made. 


“There are several institutional 
lenders in town who have never been 
willing to carry construction loan pro- 
jects through their hazardous period, 
but who are perfectly willing to give 
a firm commitment to take the loan, on 
whatever plan is desired, after the 
structure is completed and ready for 
occupancy. A number of our banks, 
particularly during this period when 
they are flooded with money that they 
cannot profitably invest, have been will- 
ing for a responsible borrower to make 
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a temporary loan on the strength of the 
firm commitment issued by these in- 
stitutional lenders to take it over when 
the structure is completed and ready 
for occupancy. They are termed “bridge 
loans,’ well named because they bridge 
the borrower over the gap between the 
start of his venture and the time he is 
ready to begin his permanent long-term 
loan. 


Before Any Work Begins 


“The compensation paid for these 
short term construction loans is usually 
1 percent and interest is charged only 
from the date of the progress payments 
to the borrower. Sometimes these loans 
are made without a cash commission, but 
as a substitution for it interest is charged 
from the date of the mortgage papers, 
although the proceeds of the loan are 
paid in seven progress payments as the 
work progresses. To the mortgage 
house this has about the same result 
as charging a commission because it con 
templates that the interest received on 
amounts not advanced is about equal 
to the standard commission. 

“In making construction loans it is 
always required that no work be started 
or materials deposited on or near the 
building site until after the deed of 
trust (or mortgage) is recorded. 

“It is our custom to have one or more 
persons visit the site in the late after- 
noon of the day that the mortgage is 
recorded and make an afhdavit, which 
is kept in our files, that such inspection 
has been made and that no work has 
been started. This established the fact, 
in case any question should arise and 
the allegation be made by a lienor, that 
the commencement of work ante-dated 
the recording of the mortgage papers. 
This gives the mortgage priority over 
mechanics’ liens to the extent of all 
amounts advanced, until a notice of 
lien is filed in the clerk’s office. The 
filing of such a notice suspends further 
payments until .the lien is satisfied or 
bonded off in accordance with a section 
of our Code which makes that possible. 

“In comparison to some of the states, 
Virginia, for instance, we feel that our 
Lien Law protecting claims for labor 
and material is very favorable from the 
standpoint of the mortgagee, inasmuch 
as he can protect himself up to the time 
of the filing of a notice of lien. In 
Virginia, just across the river from us, 
the law is quite different. It makes no 
difference when the mortgage is re- 
corded because it is only good against 
lienors up to the extent of the value 
of the land. The door is wide open 
for claimants for unpaid labor or mate- 


rials to come in ahead of a mortgagee, 
even though the mortgagee may have 
paid over the proceeds of the loan in 
accordance with an agreed schedule, in 
good faith, and without notice of the 
existence of any unpaid. bills for labor 
or material. 

“It is our practice to inspect the 
progress of the work before making 
any payment due as per the schedule 
of payments, not only for the purpose 
of ascertaining that the borrower is 
actually entitled to the amount as the 
result of work having reached the 
agreed point that would entitle him to 
it, but also to see that plans and speci- 
fications are being followed and that 
the work is being pursued in a work- 
manlike manner. 

“In the early days of my experience 
it was the invariable practice to require 





NE can readily see the 
6 ONeans and pitfalls of 
making construction loans and 
have some appreciation of the 
utmost faith and confidence that 
the lender must have in the bor- 
rower to make him feel com- 
fortable and not in constant 
jeopardy of loss, trouble or liti- 
gation. That confidence usually 
arises from previous dealings 
with the applicant. .. .” 

—G. CALverT Bowie. 





a mortgagor to give a bond with surety 
approved by the lender, guaranteeing 
completion of the premises by the time 
and in manner provided for in the con- 
struction loan agreement, and free of all 
claims and demands under the Me- 
chanic’s Lien Law. Corporate sureties 
on these bonds have never been looked 
upon with favor for several reasons: 
first, the expense and next, the surety’s 
proneness to avoid responsibility on tech- 
nicalities. The borrower therefore usu- 
ally offered an individual with whom he 
was in sufficiently close relation to en- 
able him to get him to go on his bond, 
or a material man furnishing material 
for his project. 

“In later years the practice of re- 
quiring completion bonds has fallen into 
disuse and in a great majority of cases 
nowadays the practice is to cut back 
the schedule of payments, retaining a 
higher percentage of the amount of the 
loan for the final payment, usually 25 
percent or 30 percent. Before the final 
payment is made, the mortgage house 
requires the borrower or his general 
contractor to furnish a release of liens 


signed by all of the sub-contractors who 
have done work on the job. The owner 
or contractor must sign a certificate 
stating that the release is complete. 

“From all of this one can readily see 
the hazards and pitfalls of making con- 
struction loans and have some appre- 
ciation of the utmost faith and confi- 
dence that the lender must have in the 
borrower to make him feel comfortable 
and not in constant jeopardy of loss, 
trouble or litigation. That confidence 
usually arises from previous dealings 
with the applicant, and it is pretty gen- 
erally the custom in Washington that 
once these contacts are established for 
the making of these loans they are usu- 
ally pursued year in and year out 
through the same channels.” 

How do you go about making con- 
struction loans? That’s answered by 
W. J. Bashaw, manager of the Mager 
Mortgage Company’s Tulsa office. He 
takes you right through the process to 
follow: 

“Construction loans involve con- 
siderable more care and attention dur- 
ing the first steps than are necessary 
for the usual conventional loans. A 
completed construction obviously speaks 
for itself, as well as for the neighbor- 
hood. Inasmuch as the states have differ- 
ent laws, it is understood that precau- 
tions necessary in one state might not be 
so necessary in another. 

“Generally speaking, the prelimi- 
naries to be considered in a construction 
loan can be classified chronologically 
into six headings: (1.) location, neigh- 
borhood, etc.; (2) the plans and 
specifications; (3) a check on the re- 
sponsibility of the contractor; (4) the 
title; (5) the contract; and (6) the 
mortgage. 


A Survey Is Required 


“The first things to be considered are, 
of course, the usual items involved when 
appraising a property for an ordinary 
loan, such as the site, location, neigh- 
borhood classification, conformity of 
type of architecture, the proximity of 
the neighborhood to transportation, 
schools, markets, and whether or not 
the location now has or will have com- 
plete utilities service, paving, sidewalks, 
etc. A survey must be required and, 
unless the loan company is well ac- 
quainted with ‘the location, an engi- 
neer’s survey should be obtained show- 
ing the location of all utilities, depths 
of sewers, etc. Care should be taken to 
see that the improvements are well within 
the limits outlined by the local building 
code. 
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“Plans and specifications must be 
checked for construction faults and 
suggested changes made before the loan 
is approved. Otherwise, it may be neces- 
sary to require the changes after con- 
struction is started and the loan com- 
pany may find itself in the position of 
supervising architect. The checking of 
too many details after construction has 
started is likely to make the business 
unprofitable. The completeness of the 
plans and specifications is of the utmost 
importance because they constitute the 
principal part of your contract. Unless 
they are specific and complete, you have 
no basis to enforce the understanding 
between all parties concerned. 


Know Your Contractor 


“The responsibility of the contractor, 
and the architect if one is used, should 
be investigated and you should be satis- 
fied as to their ability to carry out their 
contract. A certified cost analysis or 
break-down should be furnished by the 
general contractor. Of course it is ob- 
vious that your own appraisal of the 
loan will be a check on the cost break- 
down as submitted. Any great variance 
in figures would naturally require check- 
ing to see where the trouble is. In that 
event, verification of all figures sub- 
mitted by sub-contractors should be 
made with these contractors. Unless 
you are satisfied on these points, a com- 
pletion bond should be required, pro- 
vided the amount involved is of a size 
to justify its cost. As a rule, the cost of 
a completion bond prohibits its use on 
other than the more expensive dwell- 
ings and on commercial buildings. The 
experience of some companies has been 
such that they prefer to rely on their 
own ability to check on the contractor 
rather than to attempt to collect on a 
bond with its possible delays and some- 
times legal difficulty. The contractor 
should also be required to furnish a 
Public Liability policy protecting all 
parties concerned, proper Workmen's 
compensation policy complying with 
state laws, and adequate Hazard Insur- 
ance to protect the work as it progresses. 


“Abstract of title should be examined 
at the outset to disclose what require- 
ments, if any, are necessary to make 
good title. Restrictions pertaining to 
the locality or residence district should 
be carefully checked and care taken to 
see that none are violated. 

“The contract, either separate or 
made a part of the mortgage, should 
stipulate the terms of the disburse- 
ments; that is, whether it is to be a 2, 


3, or 4 drawal plan and at what steps 
during construction disbursements will 
be made. This contract should also pro- 
vide for the owner or his agent to 
authorize all disbursements, the per- 
centage to be disbursed at each drawal, 
and at what part of construction drawals 
are to be made. By all means it should 
be plainly understood that the first 
drawal cannot be made until the roof is 
on and in no event unless construction 
is according to plans and specifications. 

“This agreement is important and 
should be thoroughly understood by the 
contractor and the owner to prevent 
friction arising at the time of disburse- 
ment. Since a number of things could 
happen to delay completion for such 
a period that it would be unprofitable, 
the agreenient should stipulate a time 
limit for construction, with a penalty 
clause that if the time is exceeded, the 





664 SONSTRUCTION loans in- 

volve considerably more 
care and attention during the 
first steps than are necessary for 
the usual conventional loans. 
Preliminaries to be considered 
in making a construction loan 
are location and neighborhood, 
plan and specifications, a check 
on the contractor's responsibil- 
ity, the title, the contract and 
the mortgage.”—W. J. BASHAW. 





company may foreclose and complete 
the construction. 


“The mortgage may be only a tem- 
porary mortgage made for the time 
required to construct the property, and, 
in the case of an operative builder, to 
sell it, or it may be a _ permanent 
mortgage. The laws of your particular 
state will govern this. In Oklahoma, 
all permanent mortgage papers covering 
the loan are prepared, signed, and 
placed on record before or at the time 
of the first disbursement. Quite a num- 
ber of companies make construction 
loans to builders on an Operative 
Builders commitment from the FHA. 
The preliminaries as here outlined will 
govern these loans except that it is the 
general practice to make the operative 
builder a temporary mortgage, usually 
for a one-year period. The general 
practice with regard to interest on con- 
ventional mortgages is to set up the 
entire loan to the credit of the borrower 
and begin interest on the loan at the 
time of the first disbursement. Where 
the permanent loan, however, is an 
insured loan, the FHA regulations al- 


low interest to be charged only on the 
amounts actually disbursed, full interest 
not to start until the loan is fully paid 
out. 

“As a last precaution it should be 
kept in mind that all preliminaries 
should be complete enough and plain 
enough to be thoroughly understood 
by all parties, so that time spent in 
checking work before disbursements are 
made can be reduced to the minimum. 
The care with which the preliminaries 
of a construction loan are worked out 
will be reflected in the expense and 
smoothness with which it is consum- 
mated.” 

There are dangers in making con- 
struction loans that you don’t have to 
worry about in making other types of 
mortgages, Nathaniel Dyke, Jr., of the 
Guardian Company in Little Rock, tells 
you what these are and how to avoid 
them. 

“Here are a few of the important 
things to be considered in connection 
with construction loans, particularly if 
funds are to be disbursed during con- 
struction: 

LEGAL 

(1) Examine and approve the title 
before construction begins. Many mort- 
gagees have experienced headaches by 
advancing funds during construction, 
who did not take this precautionary 
measure and later found they had ad- 
vanced funds on a lot which the builder 
did not own. 

(2) The lot should be surveyed, 
showing location of the improvements, 
This is important in order to determine 
if restrictive covenants or zoning laws 
are complied with and to avoid the 
possibility of encroachments on adja- 
cent land. 

(3) The mortgage should be exe- 
cuted and recorded prior to the delivery 
of any materials on the lot or the be- 
ginning of any work. Some mortgagees 
require certified photographs of the 
vacant lot to be taken the date mortgage 
is executed. 


Location All-Important 


(4) The layout of the foundation 
should be inspected to determine if it 
is in accordance with the survey. 

(5) Periodic inspections of the 
structure during construction should be 
made to determine if the plans and 
specifications are being complied with 
and to estimate the amount of labor 
performed and materials used on the 
job, in order to judge the amount to 
advance. 

(Concluded on page 7, column 2) 








The Mortgage Banker ¢ 


January 1, 1941 





Are Your Servicing Costs 


Too High for Profit? 


Here are some views on servicing 
costs and how to keep them down 
to permit the maximum loan profit 


O question looms more important to 
the mortgage banker today than 


this one: How much does it cost 
to service loans? And of all his prob- 
lems, he probably knows less about this 
one than any others. It has only been in 
recent years that mortgage bankers gen 
erally have sought to find out—not in a 
general way—-but exactly what servicing 
costs amount to. This article is a collec- 
tion of opinions on a wide range of mort- 
gage subjects, all of which have consid 
erable bearing on servicing costs. 

First, does it cost more to service 
FHA’S than the conventional type of 
mortgage loans? Donald N. Newhall, 
Thorpe Bros. Inc. of Minneapolis, says 
it does not, based upon his own experi- 
ence. 

“Our experience has been that the cost 
of servicing FHA loans has been less 
than that for conventional loans 

“Although FHA’s are all on a month 
ly payment basis and necessitate tax and 
insurance deposits, etc., collections on 
them come in each month in a pretty 
regular manner. It is not necessary to 
take the time to make collections that 
has been necessary on uninsured mort 
gages. Mortgage men who have been in 
the business for the past ten or twelve 
years have experienced building up large 
files with a great deal of correspondence 
between the mortgagor and mortgagee. 

“A great amount of time has, of neces- 
sity, been consumed in conferences with 
delinquent debtors. Much time and 
money has had to be expended in collec- 
tion efforts of other kinds. This type of 
trouble case has proven very expensive, 
but in the servicing of FHA mortgages 
the large file with reams of correspond- 
ence, as well as the time consumed in 
discussion, have practically been elimi- 
nated. As soon as an FHA loan is 60 
days delinquent, it almost always goes 
into foreclosure, and ceases to be a 
trouble case. 

“The average debtor who has an FHA 
mortgage on his property feels that he 
is, in a sense, borrowing from the Gov- 
ernment and his inherent fear of a Gov- 


ernmental agency makes him meet his 
mortgage payments promptly, even 
though his other creditors may have to 
wait for payment of their bills. 





AGES and hours legisla 

tion, servicing compensa- 
tion and many other problems 
of servicing costs are covered in 
this article. These are views of 
those who spoke at the Clinic 
conducted by Harry H. Hall, 
assistant manager of the invest- 
ment department of Modern 
Woodmen of America of Rock 
Island, Illinois. Participating 
were A. C. Bryan of Chatta- 
nooga, Frank N. Ferguson of 
Milwaukee, Melvin F. Lanphar 
of Detroit, Donald Newhall of 
Minneapolis and Sam Tavalin of 
Chicago. 





“One may say that FHA came into 
being after the depression was practically 
over, with the chance that mortgagors 
under this type of loan probably have 
steady jobs and can keep up the pay- 
ments called for. It has been our experi- 
ence that, although the debtor had a 
comparatively small equity in his home 
when he had built or bought under the 
FHA plan, it has been an equity which 
represented in many instances his life's 


savings. He was determined that he 
would protect this investment at all 
costs. 


“It has been possible in Minneapolis to 
get a differential, in most cases, of % of 
| percent for the servicing of FHA loans 
at a premium of 1 percent to 2!42 per- 
cent. This % percent differential, plus 
the premium often paid for FHA loans, 
has made this type of loan the best pay- 
ing, and therefore the least expensive 
type to service, especially since the con- 
ventional loan is coming more and more 
to be written on a monthly payment 
basis, which necessitates almost the same 
amount of bookkeeping. 


“We are able to develop, close, and 
service our FHA loans with fewer em- 
ployees than are necessary for a like 
amount of uninsured mortgages; this, 
coupled with the fact that the differen- 
tial is larger than on the average con- 
ventional loan, has led us to feel that 
the servicing cost of FHA loans is less 
than it is for other types of loans.” 

Service costs, of course, vary with dif- 
ferent companies, depending upon the 
volume of business serviced, the average 
size of loan, how often loan payments 
are made and the organization's general 
efficiency. 

Is there a formula or rule-of-thumb 
that can be established so that each 
loan organization can determine its own 
costs? 

Mr. Newhall doesn’t think so and 
states that: “I know of no formula 
which could be standardized so that each 
loan office could know in advance what 
its loan servicing cost would be. 

“I don’t suppose there are two loan 
offices in the country of exactly the same 
size, doing the same amount of business 
along exactly the same lines. My com- 
pany does a general real estate business 
and employs about 80 people. Of these 
about 20 are connected with the mort- 
gage department. 

“We have on our books about 3,100 
loans, representing a balance of approxi- 
mately $26,250,000. This is,an average 
of about $8,500 per loan. This does not 
give the correct picture because this total 
includes a good many loans of large 
amounts. These loans are written on all 
kinds of bases, calling for monthly, quar- 
terly, and semi-annual payments and are 
distributed among 16 different life com- 
panies and banks, not including FHA 
loans and those sold to individual in- 
vestors. These loans have also been sold 
to the investor on all kinds of bases, call- 
ing for payment to us of differentials of 
1 percent to % of 1 percent. It would 
be impossible to apply any predetermined 
formula to the cost of servicing our 
loans. 

“About the only situation in which I 
believe one could set up such a formula 
would be in the case of a mortgage com- 
pany selling to only one client and mak- 
ing loans on only one basis. I doubt if 
such a situation exists except in a few 
instances. 
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“We have been able to break even in 
our mortgage department on the average 
of '4 of 1 percent differential which is 
generally being allowed. The servicing 
of a $3,000 loan on which we receive a 
differential of 42 percent, or $15 per 
year, may involve the expenditure of ten 
times that amount in time and collection 
effort if it becomes a trouble case. Such 
cases eat up the profit from about $20,- 
000 worth of loans which go along with- 
out any collection difficulty. During the 
past few years it has only been possible 
for our mortgage department to show a 
reasonable profit because an occasional 
large loan has come along on which a 
cash commission has been paid. 


No Rule of Thumb 


“In companies such as ours, where we 
do a general real estate business, the 
loan department contributes to a certain 
extent to the business done by the in- 
surance department. Whenever a loan 
goes to foreclosure we have the manage- 
ment of the property until it is sold and 
the sales department eventually gets a 
sales commission from the deal. Perhaps 
these can be considered as by-products of 
the mortgage department. 

“It is my opinion that without the 
commissions made from the management 
and sale of foreclosed properties (which 
are getting scarcer as business condi- 
tions improve) it is doubtful whether a 
mortgage company can any more than 
break even on a differential of only 
of 1 percent. I do not believe there is 
any formula which can be predetermined 
so that the cost of servicing mortgages 
can be accurately ascertained.” 

What can be done to eliminate mak- 
ing out many different remittance and 
report forms by a servicing mortgage 
company for the many investors it 
represents? This was another question 
raised at the Clinic and Mr. Newhall 
again supplied his opinion: 

“My first reaction to this is that the 
only answer is for the loan correspond- 
ent to go out of business. On further 
reflection, I suppose there is a possibility 
that at least some of the many different 
reports might be consolidated and stand- 
ardized. Our company services loans for 
16 different insurance companies and 
banks. many individual investors, and 
FHA loans sold to many banks through- 
out Minnesota. 


“Remittances and reports, of course, 
have to be sent periodically to each of 
these investors and in a manner pre- 
scribed by the accounting department of 
each different company. From our experi- 


ence no two life insurance companies or 
banks seem to keep their accounts in ex- 
actly the same manner. We who are act- 
ing as mortgage loan correspondents for 
the life insurance companies, are depend- 
ent for our bread and butter to a great 
extent on the amount of business we are 
able to produce for these companies. 

“This fact, of necessity, makes it im- 
perative that we conform to their re- 
quirements, or else lose the account with 
the resulting loss of an outlet for the 
loans which we originate. 

“It would be helpful if the life insur- 
ance companies could, to a certain 
extent at least, standardize their book- 
keeping departments so that the loan 
correspondents would not have to make 
out widely different forms for each re- 
mittance and report. It would be difh- 





669 2 has been our experience 
that we are able to develop, 
close and service our FHA loans 
with fewer employees than are 
necessary for a like amount of 
uninsured mortgages. This, 
coupled with the fact that the 
differential is larger than on the 
average conventional loan, has 
led us to feel that the servicing 
cost of FHA loans is less than for 
other types of loans . . . It is 
doubtful whether a mortgage 
company can do more than 
break even on a differential of 
only % of 1 percent. I do not 
believe there is any formula 
which can be applied so that 
the cost of servicing mortgages 
can be properly ascertained.” 
—Donatp N. NEWHALL 





cult for any one mortgage company to 
insist, or even suggest, that the form of 
report, which it has to send to the differ- 
ent life insurance companies, be stand- 
ardized; but I think it might be possible 
and advisable for the Mortgage Bankers 
Association to try and use its influence 
looking to a greater standardization of 
the manner in which accounts are kept 
by the investing companies, so that our 
employees would not have so many dif- 
ferent types of reports to make out. 
“It was the practice of our company 
during the depression to send reports 
each 60 days to the investor on all loans 
vhich were 60 or more days delinquent. 
In these reports we noted the original 
amount of the loan, the present balance, 
the amount of past due interest, princi- 
pal and taxes, our present day valuation 


along with our comments and recommen: 
dation regarding future treatment of the 
account. It was our feeling that the 
investing company was entitled to this 
service even though it entailed quite an 
additional expense for which we were 
not directly compensated. We are still 
sending these reports to certain of our 
life insurance accounts, but only where 
there is at least a 6-months delinquency. 
I believe that, as long as we are mort- 
gage loan correspondents, and servicing 
loans for out-of-town clients, we will 
have to continue to make out and return 
many types of reports; and if we expect 
to continue in business, these reports and 
remittances will have to be made on the 
basis set up by the home office of the 
company with which we are dealing.” 
What effect will the termination of a 
correspondent’s relationship have on 
future differential payments? A. C. 
Bryan, supervisor of the mortgage loan 
department of the Provident Life and 
Accident Insurance Company of Chat- 
tanooga, spoke on this subject. He said: 


“Should a buyer of mortgages find 
that his account was not being properly 
serviced, his contract doubtless covers 
the compensation or cancellation of the 
differential payments. In view of mat- 
ters that might arise beyond the control 
of the correspondent, it is my thought 
that a buyer of mortgages should permit 
the correspondent to have his differen- 
tial, so long as he collects and remits the 
interest promptly. Some owners of mort- 
gages have found, however, that they 
must not only pay the differential to him 
or to his estate, but must also then go 
out and pay someone else for performing 
the service which should be performed 
by the correspondent. 


“In some localities the broker has a 
second lien covering the interest. This 
definitely establishes his interest in the 
original loan. For that reason the buyer 
of the note cannot hope, in the event of 
the correspondent’s failure to properly 
service the business, to do anything but 
go out and obtain the services of another 
servicing agent. 


Proprietary Interest 


“Some brokers feel that the differen- 
tial, if granted by the owner without a 
recorded lien, should be a proprietary in- 
terest in the mortgage and therefore an 
interest that could be sold or traded. I 
have been told that some buyers of mort- 
gages grant to the broker or correspond- 
ent such a proprietary interest. I do not 
feel that the buyer of a note should be 
expected to grant a proprietary interest, 
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unless he has some evidence that will 
assure him that his investment could be 
properly serviced for that term. 

“There are two sides to each question 
I feel that a buyer of loans should be 
prepared to assist and help the man who 
furnishes him the business in every way 
that he can; but there is a limit to all 
things, and I am convinced that no buyer 
of loans who has had experience in ser 
vicing business when times are bad would 
try to take advantage of the mortgage 
banker. However, from the standpoint 
of the buyer, it is not hard to see how 
he could lose his yield if he did not pro- 
tect himself against failures of the broker 

“I do not feel that there can be any 
paricular hard-and-fast rule on this sub- 
ject, but think it should be a cooperative 
proposition. I have the feeling that, 
from the buyer's viewpoint, the broker 
must give him some assurance that will 
convince him of the future existence of 
his office, if he wishes to have a pro- 
prietary interest in the business or dif 
ferential that would accrue to him 

“The best insurance that a broker can 
give to his buyer is a well-rounded office 
that deals in real estate, with a good 
selling staff and management department, 
and a general insurance office. I believe 
that it will be more and more difficult 
for the broker to give competent service 
as rates of interest decline.” 


Praise for Brokers 


What do MBA members think of 
the value of re-inspection reports by 
independent credit companies regarding 
loans already consummated? 

Mr. Bryan's views were: “A large 
buyer of mortgages who annually ob- 
tains a re-inspection credit report on his 
borrowers, also asks the reporting agency 
to give some general information about 
the condition of the mortgaged premises, 
its present use, physical condition, occu- 
pancy, trend of the neighborhood, and 
doubtless the number of vacancies in the 
block, etc. This information assists in 
the supervision of the mortgages out- 
standing, and gives the owner of the note 
a more complete picture of his loan, in 
the event his own inspection might have 
missed a detail or so. 

“My company does not insist upon 
this detail in residential loans, but on 
business loans, where a tenant occupies 
the property under the mortgage, we 
take the continuous service credit reports 
from a national reporting agency which 
gives us an idea of how business is with 
the tenant. From that procedure, we 
depend a great deal on the success of 
the business operated in the security for 
the safety of our loan. 


“As to residential loans, most of ours 
are written on the 120 fixed monthly 
plan. Our finance committee requires 
only an inspection by the home office 
every three years. Should a loan default 
in one month, however, we immediately 
ask the broker to make an inspection of 
the security, and give us his recommenda- 
tions as well as the report on its condi- 
tion. It has been our experience that the 
broker gives a thorough-going analysis of 
the property. Even though, in a major- 
ity of cases, he has an interest by way of 
differential in the loan, we have never 
had a broker who would allow us to per- 
mit a loan to become dangerously in 
default so that our interest would be 
jeopardized. 

“Where the owner of a note is at 
great distance from the security, and the 
expense of a home office or personal in- 
spection would be prohibitive, I believe 





WOULD YOU LIKE MORE THAN 
ONE COPY OF 
THE MORTGAGE BANKER? 


EVERAL MBA_ members 

have asked for more than one 
copy of each issue of The Mort- 
gage Banker so that several em- 
ployees will be able to read it at 
the same time. At the Executive 
Committee meeting on Decem- 
ber 6th, this request was ap- 
proved. So now if you want 
more than one copy of each is- 
sue sent, address your request 
to Mr. Patterson. He will honor 
any member’s request for a reas- 
onable number of extra copies 
at no charge. This issue, inci- 
dentally, begins the third year 
of publication for The Mortgage 
Banker. 





that these re-inspection reports would be 
of great value. I do feel, however, that 
in reading such a re-inspection report 
made by a reporter who is not trained in 
such work, the owner of the notes should 
be careful, lest unwise action be taken 
on a recommendation from an inexperi- 
enced reporter.” 

Melvin F. Lanphar, president of Mel- 
vin F, Lanphar & Company of Detroit, 
spoke on a variety of subjects at this 
Clinic. The first was: “What can be 
done to adopt a uniform procedure in 
handling tax reserves held in conjunc- 
tion with mortgage loans?” 

In Mr. Lanphar’s opinion: “A uni- 
form procedure for the handling of all 
tax matters must be adopted if servicing 


of mortgage loans is to be accomplished 
economically and with safety to the 
principal, mortgagor and the servicing 
agent. We have a standardized proce- 
dure under which prepaid items and 
initial monthly accruals are established 
as accurately as possible from factors 
available at the time the loan is closed. 
Proper records are maintained which 
enable the tax bills to be ordered and 
secured in ample time for the payment 
of taxes and assessments without penalty. 


Even Dollar Plan 


“Automatically, prior to the anniver- 
sary of the loan, each trust account is 
analyzed to determine whether a short- 
age or an overage exists. This analysis 
has been developed and refined to where 
it is a mechanical procedure with proper 
checks and safeguards to insure its ac- 
curacy. Our experience has been that 
after a loan has been in servicing for one 
year, it is seldom necessary to change the 
monthly accrual, except for the auto- 
matic reduction in FHA insurance, and 
for any change occasioned by a revision 
of the assessed valuation or an increase 
or decrease in the tax rate. 

“We use the even dollar payment 
plan, which allows a certain flexibility in 
determining the monthly deposit and 
eliminates a major portion of the annual 
changes otherwise required. This reduces 
the possibility of error to a minimum, 
and eliminates much detail for both the 
principal and ourselves.” 

This article will be concluded in the 
next issue. This final section will be de- 
voted to Mr. Lanphar’s observations on 
creating a modern accounting system for 
a mortgage house, the effect of the Wages 
and Hours law on lending firms and 
vther problems. In addition, there is a 
discussion by Frank N. Ferguson of Mil- 
waukee of whether or not present-day 
service fees are adequate. 


Speaking of low interest rates these 
days, as most lenders of all kinds are, 
American municipalities are really bor- 
rowing cheaply. One organization sur- 
veyed 70 cities and the rates they paid 
for loans recently. Seventeen borrowed 
at rates of 1 percent per year or less, 
with two of them— Worcester and 
Springfield, Mass. — paying .06 percent 
on their loans, or borrowing practically 
without interest. Other cities borrowing 
at unusually low interest rates were 
Utica, N. Y., which paid .08 to .21 per- 
cent; New Haven, Conn. — .09 to .125 
percent; Boston—.22 to .78 percent; and 
Buffalo—.24 to .75 percent. 
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NOTE TO BANKS 


According to the ABA real estate 
mortgage and finance department, banks 
purchasing FHA mortgage loans at a 
premium may deduct the premium in 
computing their income tax returns. The 
deduction may be made in proportion to 
the amount of the principal of the loan 
amortized each year. That is to say that 
in the event of the purchase of a mort- 
gage with five years to run, if a premium 
is paid, one-fifth of the premium may be 
deducted each year in computing the in- 
come tax. In the case of a 10-year mort- 
gage, one-tenth may be deducted each 
year, and in the case of a 20-year mort- 
gage, one-twentieth may be deducted 
each year. 


THE MORTGAGE YEAR 


Nineteen-forty was a good mortgage 
year. Well, then, it was a good year 
if you want to measure it in statistics 
alone. As for profits— that’s another 
story. You can answer that. During the 
first ten months—last available figures— 
1,223,204 non-farm mortgages of $20,- 
000 or less with a total value of $3,377,- 
000.000, were recorded, according to 
FHLBB survey. 

MBA President Hili, in a recent press 
statement, estimated the net gain in ur- 
ban mortgage debt last year at around 
800 million dollars. 

“One of the greatest, if not the great- 
est, contribution to the creation of na- 
tional wealth in 1940 was in the field of 
residential real estate. More new homes 
were built than were lost through fire or 
demolition or rendered useless for habita- 
tion. Rising urban mortgage debt roughly 
parallels the gain in new home construc- 
tion. Last year our home mortgage debt 
probably showed a gain of more than 800 
million dollars bringing our total city mort- 


gage indebtedness to nearly 19% billion 

dollars, the first time it has reached that 

figure since 1932. In 1930 it stood at more 
than 21% billion dollars.” 

The increase in city mortgage indebt- 
edness in 1939 was nearly 700 million 
dollars, 50 million dollars less than the 
Association’s estimate in August, 1939. 
Increase in total debt is represented by 
loans to new borrowers or granting more 
credit on real estate already mortgaged. 

“Total amount of city mortgages made 
in 1940 was probably around 3% billion 
dollars. The 1939 total was around $2,- 

870,000,000 and the gain was at least 

15 percent last year. All types of lenders 

participated in the increasing volume of 

loans made but private lenders showed par- 
ticularly conspicuous gains.” 

The life companies increased their 
mortgage purchases, too. Urban and 
rural property owners received more than 
$620,000,000 in mortgage financing from 
American life insurance companies dur- 
ing the first 10 months of 1940, an in- 


crease of 20 percent over the corres- 
ponding period of 1939. 

Of the total new mortgages made by 
such insurance companies, farm prop- 
erties accounted for approximately $85,- 
000,000 and city properties $535, 
000,000. City mortgages showed the 
largest increase in aggregate figures, but 
the farm mortgages show the greatest 
rate of increase, being 23 percent more 
than in the same period of 1939. 

Farmers bought 10,800 properties from 
the federal land banks and the commis- 
sioner in the first nine months of 1940, 
more than one fourth of the entire inven- 
tory. The total purchase price amounted 
to more than $27,000,000, according to 
FCA Governor Black. 

Farmers obtained 28,652 land bank 
and commissioner loans aggregating 
$74,629,000 during this period compared 
to $59,860,000 during the like period of 
1939. 





WHAT YOU SHOULD KNOW ABOUT CONSTRUCTION LOANS 


(Continued from page 3) 


“Probably more important than the 
physical improvement is the location. 
It is a well-known fact that a house 
may excel in structural qualities, func- 
tional plan and exterior design, but if 
it is poorly located the value of the 
property will be much less than the 
replacement cost. 


“If the loan is to be insured by 
FHA, many of the worries of the mort- 
gagee will be eliminated. He will not 
have to concern himself as to the 
structural and functional qualities of 
the building, nor will he need to worry 
about its location because FHA has one 
of the greatest systems of analyzing 
these important factors that has yet 
been devised. The mortgagee need only 
concern himself about the legal phases 
of the transaction. 


“If the loan has been approved for 
FHA insurance, the mortgagee should 
see that requests for compliance inspec- 
tions be sent to FHA in plenty of time 
to enable them to visit the property 
when it is ready for the specified stage 
of inspection. FHA requires that three 
inspections of the improvements be 
made during construction. The mort- 
gagee should not disburse any funds 
until he receives FHA Form 2051 show- 
ing that the work has been satisfactorily 
completed up to the stage at which the 
inspection was made. If the FHA in- 
spector finds non-compliance or defi- 
cient workmanship, the mortgagee 
should cooperate with the owner to 


see that such non-compliance and de- 
ficiencies are corrected. 


STRUCTURAL AND FUNC 
TIONAL QUALITIES 

“The structural and functional quali- 
ties of the proposed building should be 
determined prior to the approval of 
the loan. This can be done by study- 
ing the plans and specifications. It must 
be remembered that the value of the 
property may be adversely affected by 
deficiencies in these particular features. 
In giving consideration to the struc- 
tural qualities the most important fea- 
tures to be considered are the width 
and thickness of the foundation (the size 
of the building and soil conditions ‘will 
determine what is adequate), the size 
and spacing of floor and ceiling joists, 
studdings and rafters, and the bracing 
of these members, the quality of roof 
covering and the application thereof, 
the quality of the hardware, and the 
painting, particularly of the exterior. 

“In considering the functional quali- 
ties, the following should be given con- 
sideration: The arrangement of the 
rooms, light and ventilation, mechanical 
conveniences and equipment and the 
orientation of the building. Particular 
attention should be given to the exterior 
design of the building.” 

So there you have it—a short course 
in how to make construction loans and 
not lose money doing it. Watch for 
future articles in the construction loan 
series. 





The Mortgage Banker e 


January 1, 1941 





Two Great MBA Mortgage Clinics for 1941 





MBA NOTES 





More than one hundred members and 
guests attended the annual meeting of the 
Cleveland MBA, on December 11th, 
Howard S. Bissell reports. Rene Banks, 
general agent in Cleveland of the Penn 
Mutual, was toastmaster and guests in- 
cluded MBA President Dean R. Hill, 
Secretary George H. Patterson, Charles 
H. Sill, new Detroit MBA president. 
William J. Van Aken, retiring presi- 
dent, was given a desk clock by Charles 
A. Braman, past president of the Cleve- 
land group. C. A. Mullenix, president, 
The Cuyahoga Estates Co., was in charge 
of arrangements. Principal speaker of 
the evening was Frederick H. Sterbenz, 
foreign editor of The Cleveland Press, 
who spoke on “Darkness Reigns Over 
the Deep.” Ralph Brown arranged the 
entertainment program. Norman R. 
Lloyd is president and Dan C. Crane is 
vice president of the Cleveland MBA this 
year and O. L. Rieder is treasurer. 


Milwaukee MBA, at its recent meet- 
ing, went on record as favoring that the 
State’s Lien laws be changed to confotm 
to the Uniform Mechanics’ Lien Act 
which has been adopted by 24 states. 
All but one Milwaukee member attended 
this meeting, according to Earl K. 
Loverud, secretary. 


Earl Linn, vice president, Weitz In- 
vestment Company, Des Moines, has 
been elected president of the lowa Mort- 
gage Bankers Association to succeed 
J. W. Leavitt of Cedar Falls. C. L. Roe, 
secretary, Conservative Bond and Mort- 
gage Company, Sioux Falls, has been 
named vice president and Fred H. Quin- 
er, assistant vice president, Central Na- 
tional Bank & Trust Company, Des 
Moines, has been re-elected secretary and 
treasurer. Governors elected include 
V. C. Peterson of Marshalltown, H. E. 
Henderson of Cedar Rapids, Orville 
Garrett and John McGill of Des Moines 
and J. W. Leavitt of Cedar Falls. 


Chicago MBA has completed three 
new trust deed forms. These new forms 
provide for those mortgages to be made 
by: (1) An individual mortgagor where 
the note has a single maturity with in- 


CHICAGO 
February 15, 1941 


For North Central States 
7 

Last year saw the establishment of 
the Mortgage Clinic as an MBA ac- 
tivity and it is the thing most MBA 
members will remember longest about 
that Association year. The Clinic has 
become well-established since the first 
venture of this sort was attempted last 
February in Chicago. Next came the 
Los Angeles Clinic and at the Con- 
vention these two regional efforts 
were followed by the series of 24 
Clinics. 

The first two regional Clinics for 
1941 will be held in Chicago and 
Philadelphia—the first for members in 
the Eastern States and the second for 
members in the North Central States. 
But let it be stated emphatically that 
this implies no limitation of attend- 
ance because all MBA members are 
urged to attend both Clinics if they 
can. 

And what is equally as important, 
let us know the names of mortgage 
men you wish invited to these Clinics. 
We are fully convinced that, of all 
MBA activities, the Clinic is the most 
effective means of demonstrating to 
non-member firms eligible for member- 


ship that MBA is making a worth- 


PHILADELPHIA 
January 24, 1941 


For the Eastern States 
e 
while contribution to mortgage bank- 
ing. That is why your suggestions as 
to who should be invited are particu- 
larly solicited. 

It’s a safe prediction that these two 
Clinics will far surpass in interest any 
previously held—and that includes 
any held at the Convention. For one 
thing we will have a full day for dis- 
cussion while the Convention meetings 
were much shorter. More subjects 
can be handled with more time for 
each subject. And they will be better 
meetings than those of early 1940 be- 
cause we have learned a great deal 
since then about just what members 
want to hear discussed. 

The Chicago Clinic will be in 
charge of Regional Vice President 
C. A. Mullenix of Cleveland and the 
Philadelphia Clinic in charge of Re- 
gional Vice President Guy T. O. 
Hollyday of Baltimore. If you have 
any particular suggestions you want 
to make to them, they will be grate- 
ful to get them. In the meantime, 
write George Patterson in the national 
office and tell him which Clinic you 
will attend and those you wish invited. 





terest coupons attached thereto; (2) By 
1 corporate borrower with an installment 
note but without interest coupons and in 
which the mortgagor waives the right of 
redemption; (3) by a corporate borrower 
securing a single principal note having a 
single maturity on which interest is evi- 
denced by coupons and in which the 
mortgagor waves the right of redemption. 


Charles H. Sill, executive vice presi- 
dent, Drennan & Sill, Inc., was elected 
president of the Detroit Mortgage Bank- 
ers Association for 1941 at the organiza- 
tion’s annual meeting on December 12. 

Walter Gehrke was elected vice presi- 
dent and Robert B. Hassett, secretary- 
treasurer. Edward F. Lambrecht, retir- 
ing president, Edward A. Proctor and 
Joel K. Riley were named directors. 

Members heard talks by MBA Presi- 
dent Dean R. Hill, Secretary George H. 
Patterson and Robert Ball, aviation edi- 


tor of The Detroit News. Mr. Lambrecht 
was given a traveling bag in appreciation 
of his services during the past year. The 
presentation being made by Walter J. L. 
Ray. C. A. Mullenix of Cleveland made 
a short talk, speaking for the MBA 
members from that city attending the 
meeting. 


J. Gregory Driscoll, vice president, 
General American Life Insurance Com- 
pany, was elected president of the St. 
Louis Mortgage Bankers Association at 
their December meeting, succeeding A. 
Sproule Love. Joseph H. Schenck was 
elected vice president, Victor Hallauer 
treasurer and George Stolz secretary. 

Carl Harris, vice president, Laclede 
Bond and Mortgage Co.; Alfred D. 
Ruth, president, Julius Haller Realty 
Co., and Daniel Sheehan, vice president, 
the John P. Dolan Realty Co., were 


elected directors. 








